The financial crisis has led to stricter bank capital requirements, both globally via Basel III and in the U.S. through further constraints imposed by the Federal Reserve, and calls for further action. Setting these requirements requires balancing many costs and benefits, both social and private. In this paper, we argue that an important private cost has heretofore been neglected: All else equal, making regulated banks less risky may actually raise their cost of capital-with consequent implications for investment, growth, and the development of a shadow banking sector.
How can this be? Making equity less risky brings an overlooked "low risk anomaly" into play: Within the stock market, historical returns and thus realized costs of equity are higher, not lower, for less risky equity (e.g., Ang, Hodrick, Ying, and Yang 2006; Baker, Bradley, and Wurgler 2011) . As any such anomaly is much weaker in the debt markets, Modigliani-Miller capital structure irrelevance fails (even absent other frictions), and banks' weighted average cost of capital becomes inversely related to leverage. 1 After background on the low risk anomaly, we use a large sample of US bank returns and capital structure data to illustrate, first, that bank equity risk increases with leverage, and, second, that the anomaly is present for banks.
A calibration that puts the two pieces together suggests that a large increase in capital requirements could, via the low risk anomaly, meaningfully increase banks' cost of capital.
To be sure, when all social and private benefits and costs are weighed, stricter capital 1
The discussion and evidence in this paper are specialized to banks. See Baker and Wurgler (2014) for a general treatment of the low risk anomaly's implications for capital structure, including how it can be used to generate a tradeoff theory of leverage. requirements may well remain desirable. The argument here is that one cost has been neglected and should be added to the debate.
I. The Low Risk Anomaly
Multiple Nobel Prizes, hundreds of textbooks, thousands of papers, and millions of classroom hours have incorporated the notion that risk is rewarded by expected return. Across asset classes, this holds. In long-term US data, for example, stocks provided higher but more variable returns than long-term corporate bonds, which in turn provided higher but riskier returns than longterm Treasuries, and so on.
The historical risk-return tradeoff within the stock market has been flat or inverted, however. The standard Capital Asset Pricing Model (CAPM) predicts that the expected return on a security is proportional to its systematic risk (beta). The low risk anomaly is the pattern that stocks with lower beta, or even idiosyncratic risk, have earned higher returns. This anomaly appears whether returns are risk-adjusted or, in some cases, even if they are not. It appears not just in the US but also in each G7 country and across 23 developed markets (Ang et al. 2009 , Baker et al. 2014 ). This paper and several others consider the possibility that the failure of the CAPM reflects inefficient asset pricing, not model misspecification of risk. Some investors may have an overconfidence-or lottery-based preference for volatile or skewed investments (Cornell 2008; Kumar 2009; Bali, Cakici, and Whitelaw 2011; Barberis and Huang 2008) .
Leverage-constrained investors seeking high returns from beta risk may also want high beta stocks (Frazzini and Pedersen 2014) .
If "arbitrageurs" cannot meet such demand, overpricing of high beta stocks will result, the observable implication of which is abnormally low future returns on high beta stocks. For firms, this means a low cost of equity relative to that of less risky, low beta issues.
For a variety of reasons, such arbitrage is indeed likely to be limited. The most plausible "arbitrageurs" in practice, professional fund managers, may prefer high beta stocks themselves because the inflows to performing well in rising markets exceed the outflows to performing poorly in falling markets (Karceski 2002) . In addition, fund manager performance is often defined as return relative to "the market" on a non-beta-adjusted basis.
This leads managers to avoid low beta stocks . More generally, the extra costs of shorting inhibit any effort to exploit overpricing (Hong and Sraer 2014) .
II. Step One: Reducing Leverage

Reduces Risk
We focus on beta as our measure of equity risk, although the evidence supports a separate idiosyncratic risk anomaly. As in the CAPM, beta is defined as the covariance of returns with the market risk premium, divided by the variance of the market risk premium.
We first review how equity risk will change with a change in leverage. Rearranging overall asset beta, which is defined as a weighted average of equity and debt betas, with e being the ratio of equity to total assets, yields 1
1 .
With approximately riskless debt, the relationship between equity beta and leverage is linear with a slope equal to asset beta.
Confirming Equation (1) 
III. Step Two: Reducing Risk
Increases the Cost of Equity
We incorporate the low risk anomaly by supposing that the CAPM holds for stocks and bonds; except that in the case of stocks, there is an anomaly in which higher beta equities underperform their CAPM benchmark and lower beta equities outperform it, as in 2 1
where r f is the risk free rate, r p is the market risk premium, and is shorthand for the first term which is not present in the CAPM. The extent of the low risk anomaly, and a central parameter of interest, is ⁄ 0.
We assume that debt is correctly priced as 3 so the weighted-average cost of capital is 4 1 1 using Equation (1) .
We now empirically confirm that there is a low risk anomaly in banks: ⁄ 0 in terms of Equation (2). Figure 2 reports the results of the following exercise. We compute monthly returns on six portfolios: the top three, middle four, and bottom three preranking CAPM beta portfolios, where the portfolio returns are either equal-or equity market capitalization-weighted within groups.
We then regress the portfolios' excess returns on market excess returns to compute and plot betas and alphas. We repeat the process using In one of several robustness checks (available in online materials), we link leverage and risk-adjusted returns directly, rather than through the two-step process illustrated in Figures 1 and 2 . This helps deal with the possibility that the low risk anomaly is relevant only for variation in beta that does not come from leverage changes. We find a larger but statistically weaker effect, which is not surprising since leverage data allow use of only a third of the full returns series.
IV. Calibration
We now estimate the change in the cost of capital that would result from a binding shift in capital requirements of ten percentage points, as considered in Kashyap et al. (2010) . This is a large change in the context of existing regulation-Basel III raised the Tier 1 ratio from 8 percent to between 8.5 and 11 percent-but far smaller than the increase to 20 or 30 percent proposed by Admati and Hellwig (2013) . 
